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Insurance Industry Developments — 1997/98
In d u stry and Ec o n o m ic  D e ve lo p m e n ts
The outlook for the near-term performance of the U.S. economy 
remains healthy, with vigorous employment, low inflation, and 
stable interest rates. In addition, the stock market continues its 
upward trend, albeit w ith significant volatility, and the bond 
market remains strong.
The trend of industry consolidation and downsizing continued 
in 1997. This has resulted from competition, limited growth po­
tential, excess capacity, and relatively poor efficiency. Companies 
are attempting to expand on their existing core competencies or 
acquire new ones. It is hoped these mergers, acquisitions, and al­
liances will help achieve economies of scale and greater cost effi­
ciency, as well as stronger market presence, more effective 
distribution, and wider product breadth.
M arke t Fluctuations and Interest Rate Risk
Because the assets of an insurance company consist mainly of in­
vestments, which include bonds, stocks, mortgage loans, and real 
estate, fluctuations in the stock and bond markets have an indirect 
effect on an insurance enterprise’s investment income. For most life 
and health insurers, profits also are indirectly affected by interest 
rates. Changes in general interest rates may prompt contractholders 
to withdraw funds prematurely (referred to as disintermediation) or 
result in prepayments of fixed income securities (referred to as rein­
vestment risk). Enterprises attempt to manage interest rate risk by 
adjusting crediting rates and dividend scales. Auditors should be 
alert to companies’ interest crediting strategies.
Property and Casualty Insurers
Results for the property and casualty segment have been strong 
and are above forecasts. In the first six months of 1997, there
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were no significant catastrophes and no significant reserve 
strengthening for A&E exposures. However, analysts are not ex­
pecting the good fortune to continue. Much of the pessimism 
hinges on the belief that reserves for the property and casualty in­
dustry are still inadequate and therefore companies w ill begin 
making upward loss reserve adjustments. In addition, scientists’ 
predictions of a strong El Nino (the weather condition that 
causes warmer-than-normal water temperatures in the equatorial 
Pacific) may cause natural disasters in the coming months. Audi­
tors should consider this environment when planning their au­
dits. Some important issues facing the property and casualty 
segment follow.
C om petition . Competition in the property and casualty segment 
continues to put downward pressure on pricing. This competi­
tion, fueled by an excess of capital in the segment, will inevitably 
cause combined ratios to rise.
C atastrophe Exposure. In an attempt to maintain profitability 
and return-on-equity levels, which have been eroding as a result 
of competitive pressures, some of the better capitalized primary 
companies are continuing to increase the amount of insurance 
exposure they retain on a net basis. Auditors should consider sig­
nificant concentrations of coverage in a specific geographic loca­
tion or line of business when performing the audit and determine 
whether the company has adequate financial resources, reinsur­
ance coverage, or both, particularly as pressures on profit margins 
have caused some enterprises to reduce the amount of reinsur­
ance obtained.
A lternative Risk Vehicles. Property and casualty insurers increas­
ingly are eyeing the capital markets as a way to finance risks and 
provide the liquidity needed to fuel growth. Although there is an 
ample supply of reinsurance available, insurers are looking to the 
capital markets as an alternative to traditional reinsurance. Exam­
ples of these products include catastrophe-linked structured notes 
and traded catastrophe options. Further, just as the capital mar­
kets have begun to take on insurance risks, reinsurers are now 
looking at taking on capital market risks which in the past had 
been the purview of investment bankers. Structures now being
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explored protect companies against financial risks such as foreign 
exchange and commodity price changes, reducing the need for 
purchasers of these products to engage in hedging with deriva­
tives or other financial instruments. Although certain arrange­
ments, depending on their structure, may be viewed as insurance 
or reinsurance under generally accepted accounting principles 
(GAAP), others may be more appropriately described as being fi­
nancial instruments or as having embedded financial instru­
ments, the rules for which continue to evolve. Auditors should 
carefully evaluate the instruments being used in lieu of traditional 
coverages in order to determine the proper accounting treatment 
as well as any potential audit risks.
Life  and Health Insurers
Results for the life and health segment show gains in both premi­
ums (mainly annuity and savings products) and earnings. The 
continued solid employment in the economy has helped group 
insurance products, as more employees are covered under group 
life, health, and pension/defined contribution plans. On the indi­
vidual side, the improvement in the financial status of some fam­
ilies, combined with moderate inflation, allowed spending on the 
“security products” that insurers sell. At the same time, demo­
graphic trends continued to spur the demand for investment 
products, such as annuities to fund future retirement, and the fa­
vorable stock market helped variable life and annuity sales. Some 
important issues facing the life and health segment follow.
C om petitive Pressures. Banks and mutual funds are aggressively 
trying to expand into products traditionally sold by insurance 
companies. The legislative and regulatory trend has been toward 
allowing different kinds of financial services companies to com­
pete in each others business. Examples are the Supreme Courts 
1996 decision in the Barnett case, allowing national banks to sell 
insurance in small towns, along with the pending federal bank re­
form bill and the continuing push by the Office of the Comp­
troller of the Currency to allow banks to operate in the insurance 
arena. As the barriers that previously separated financial institu­
tions are gradually dismantled, the life insurance industry will be
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at a relative disadvantage because of their higher cost structure. 
Agency field forces, which have traditionally been a competitive 
advantage to life insurers, were set up for the sale of individual life 
insurance and their cost could be supported by the margins typi­
cal of true risk-protection products. However, agency distribu­
tion is not as well suited to the lower-margined, fee-based, and 
spread-based products that are becoming an increasingly more 
significant part of life insurers’ business.
M arket Conduct. The life insurance industry has experienced al­
legations of improper market conduct practices, such as question­
able sales practices and potentially m isleading policyholder 
illustrations, which has triggered regulatory scrutiny, class action 
litigation, significant monetary settlements, and negative public­
ity related to market conduct issues. The industry is taking steps 
to promote a higher standard of ethical behavior that it hopes will 
reverse the current trend that is influencing consumers’ negative 
perceptions. In that regard, the American Council of Life Insur­
ers (ACLI), has established the Insurance Marketplace Standards 
Association (IMSA) as a non-affiliated membership organization 
with its own board of directors composed of chief executives of 
life insurance companies. IMSA seeks to encourage and assist 
participating life insurance entities in the design and implemen­
tation of sales and marketing policies and procedures that are in­
tended to benefit and protect the consumer. Entities that desire 
to join IMSA w ill be required to adopt the IMSA Princip les o f  
Ethical Market Conduct and the Code o f  Ethical Market Conduct 
and respond affirmatively to an assessment questionnaire. 
Prospective members w ill be required to conduct a self-assess­
ment to determine that they have policies and procedures in place 
that w ill enable them to respond affirmatively to the question­
naire. An entity’s self-assessment responses to the questionnaire 
will need to be validated by independent examination of the self- 
assessment. On obtaining an unqualified third-party assessment 
report, entities will be eligible for IMSA membership.
Certified Public Accountants may be engaged to perform an in­
dependent assessment in connection with IMSA membership el­
igibility. A task force of the Insurance Companies Committee of
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the AICPA has prepared a proposed Statement of Position (SOP), 
The Accountant's Assessment Pursuant to the Life Insurance Ethical 
Market Conduct Program o f  the Insurance Marketplace Standards 
Association. The SOP provides guidance to practitioners in con­
ducting and reporting on an independent examination to assist 
an entity in meeting the requirements of IMSA. The proposed 
SOP is expected to be released in the fourth quarter of 1997 or 
early 1998.
E m ergin g In vestm en t Structures. Life insurers continue to wres­
tle with asset and liability management and risk-based capital is­
sues. Investment bankers have been designing investment 
products and transactions that are designed to address some of 
these issues (for example, securitizations and other structured 
transactions). These products and transactions raise numerous ac­
counting and auditing issues. Accounting issues that arise relate 
to consolidation of special-purpose entities, the valuation of the 
securities, and income recognition. Auditing issues mainly evolve 
around obtaining appropriate evidence as to the valuation of the 
securities. Auditors should be alert for the existence of these or 
other unusual investment transactions or structures.
R e g u la to ry  D e ve lo p m e n ts
The regulatory developments contained in this section include 
matters that may affect audits of financial statements prepared in 
conformity with statutory accounting practices (SAP). Regula­
tion of the insurance industry is the responsibility of the individ­
ual states. All states require domiciled insurance entities to 
submit to the state insurance commissioner an annual statement 
on forms developed by the National Association of Insurance 
Commissioners (NAIC). The states also require that audited 
SAP-basis financial statements be provided as a supplement to 
the annual statements.
Codification of Statutory Accounting Principles
Insurance companies currently prepare SAP-basis financial state­
ments in accordance with the accounting principles and practices
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prescribed or permitted by the insurance department of their 
state of domicile. These practices are considered an Other Com­
prehensive Basis of Accounting (OCBOA) under AICPA State­
ment on Auditing Standards (SAS) No. 62, S pecia l Reports 
(AICPA, Professional Standards, vol. 1, AU sec. 623). Prescribed 
SAP do not address all issues and may differ from state to state. In 
addition, existing SAP are interspersed throughout the following:
• The insurance laws, regulations, and administrative rulings 
of each state
• The NAIC A ccounting Practices an d  Procedures manuals
• The NAIC Annual Statement Instructions
• The NAIC Financia l Condition Examiners Handbook
• The NAIC Purposes and  Procedures o f  the Securities Valua­
tion O ffice manual
• NAIC committee, task force, and working group minutes
As a result, the NAIC undertook a project to codify SAP through 
a revision of the A ccounting P ractices a n d  P rocedures M anuals, 
which is expected to provide a comprehensive basis of accounting 
that can be applied consistently to all insurance enterprises.
In April 1997, The Codification of Statutory Accounting Princi­
ples Working Group of the NAIC exposed their codified SAP, 
which consists of seventy-two Statements of Statutory Account­
ing Principles (SSAPs). Industry, auditors and other interested 
parties had a chance to comment on the codification during the 
comment period that ended on September 23, 1997. The new 
SSAPs would be effective for 1999 financial statements, with 
specified transitional provisions. The AICPA is reviewing the 
codification to determine whether it meets the requirements of 
being considered an OCBOA. Because the codification will not 
be effective for 1997 statutory financial statements, auditors will 
continue to report on statutory financial statements prepared in 
conformity with the accounting practices prescribed or permitted 
by the insurance department of the state of domicile.
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Change in Florida Partner Rotation Requirements
Florida Statute 624.424 Section 8(d) required audit partners who 
audit insurance companies authorized to transact business in 
Florida to rotate after serving no more than five consecutive 
years. This deviated from the NAIC’s M odel Audit Rule Requiring 
Annual A udited F inancial Statements (Model Audit Rule) and all 
other state requirements, which require partner rotation after 
seven years. During 1997, the Florida legislature amended the 
above-referenced statute to make it consistent with the Model 
Audit Rule and all other state requirements. As such, Florida’s ro­
tation period is now seven years. Auditors should continually 
monitor their compliance with auditor rotation requirements and 
plan their engagements accordingly.
Changes to Letter of Qualifications
SOP 95-4, Letters f o r  State Insurance Regulators to Comply With 
the NAIC M odel Audit Rule, provides guidance to auditors on the 
form and content of communications with state insurance regu­
lators. Such communications are required by the NAIC’s Annual 
Statem ent Instructions R equiring Annual A udited F inancia l State­
ments, which incorporates the Model Audit Rule. The guidance 
in the SOP was effective for audits of SAP-basis financial state­
ments for periods ended on or after December 15, 1995.
Although the SOP was reviewed and cleared by the NAIC prior 
to its issuance, when the letters were issued for the first time in 
1996, several states raised issues on certain language included in 
the SOP’s illustrative letter of qualifications. The issues have been 
resolved and the illustrative letter of qualifications has been re­
vised. A Notice to Practitioners appearing in the September issue 
of the AICPA’s CPA Letter public accounting supplements in­
formed practitioners of the change and included a marked draft 
of the revised letter of qualifications. The AICPA Audit and Ac­
counting Guides Audits o f  Property an d  Liability Insurance Com­
pan ies  and Audits o f  Stock Life In surance Companies have been 
revised to reflect the change. Auditors that provide letters of qual­
ifications to insurance companies for filing with regulators should 
be aware of this change.
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Property and Liability Reinsurance
The criteria by which a reinsurance contract qualifies for prospec­
tive accounting treatment for statutory reporting has been made 
more stringent. For prospective reinsurance contracts entered 
into on or before December 3 1 ,  1996, chapter 22, Reinsurance, of 
the NAIC A ccounting Practices an d  Procedures M anual For Prop­
erty/Casualty Insurance Companies allows prospective accounting 
treatment if  reinsurers representing more than 50 percent of the 
capacity on the contract have signed cover notes, placement slips, 
or similar documents describing the essential terms of coverage 
and exclusions within nine months after the commencement of 
the policy period covered by the reinsurance arrangement. For 
prospective reinsurance contracts entered into on or after January 
1, 1997, chapter 22 allows prospective accounting treatment if an 
agreement is fu l ly  ex ecu ted  w ithin nine months after the com­
mencement of the policy period covered by the reinsurance con­
tract and signed by the lead reinsurer. If the agreement is not fully 
executed within nine months, the contract is required to be ac­
counted for as a retroactive contract provided the conditions for 
reinsurance are met.
Audit Issues
Exe cu tive  S u m m a ry
Auditors should display a heightened sense of alertness on engagements 
in which the following matters are present. The presence of these mat­
ters may increase audit risk.
• Involvement in a merger, acquisition, or consolidation
• Use of derivative financial instruments
• Involvement in reinsurance arrangements
• Valuation issues related to an enterprise’s investments
• Transactions significantly affecting SAP-basis income or surplus
• Exposure to environmental and asbestos-related claims
• Exposure to mass torts
• Changes in product mix to more long-tail lines of business
• Intense price competition and unexplained premium growth
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• Participation in involuntary pools
• The presence of certain risks and uncertainties requiring disclosure
• Use of permitted statutory accounting practices
• Downgrading of an enterprises financial rating
• Mismatches in the maturities of assets and the payment of policy 
benefits
• Material investment losses
• Significantly changing interest rates
• Material prepayments and refinancings of existing loans
M ergers, Acquisitions, and Consolidations
The insurance industry continued to see a number of mergers, 
acquisitions, consolidations, and sales of lines of business, driven 
by a variety of factors including company strategic objectives, 
cost control and reduction, and product diversification.
Usually, when consolidation occurs, an entity changes its organi­
zational structure and control methods. Auditors should be alert 
to possible changes in the entity’s internal control and the impli­
cations of any change in control risk on the nature, timing, and 
extent of audit procedures. Auditors also should consider the pro­
priety of accounting for such transactions including questions of 
asset valuation, goodwill amortization, and other accounts di­
rectly affected by the consolidating transaction.
Investm ents in Derivatives
For many companies, proper asset and liability management re­
quires the use of derivative products. Insurance companies enter 
into derivative contracts for a variety of reasons, including invest­
ing, trading, and hedging. In recent years, the use of innovative 
financial instruments that are often complex and involve a sub­
stantial exposure to loss in the form of credit, market, pricing, 
and liquidity risk has become more frequent. Users and issuers of 
derivatives need to have the expertise necessary to understand and 
manage the related risks. The use of derivatives creates unique 
audit concerns and may increase audit risk. For companies that
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use derivatives, an auditor’s assessment of audit risk requires an 
evaluation of the client’s systems and risk management strategies.
It is essential that auditors understand both the economics of deriv­
atives used by their clients and the nature and business purpose of 
their clients’ derivatives activities. In addition, auditors should care­
fully evaluate their client’s accounting for any such instruments.
The determination of the fair value of derivative financial instru­
ments is a highly complex matter. Varying methodologies can 
produce valuations that are m aterially different. Accordingly, 
along with understanding the products, auditors should identify 
how the products are valued by the company and how those mar­
ket valuations are independently verified.
The fair value of certain securities and derivatives, such as ex­
change-traded options, generally is available from independent 
pricing sources (for example, financial publications and broker- 
dealers not affiliated with the entity). Determining fair value can 
be particularly difficult, however, if  a transaction has been cus­
tomized to meet individual user needs. Determining the value of 
customized interest rate swaps, for example, requires various 
quantitative assumptions and modeling. Determining values for 
financial instruments that contain embedded options requires 
complicated analysis using statistical modeling with numerous 
subjective inputs. Calculations of fair values for derivatives are 
complicated by the subjective value adjustments that are depen­
dent on the specifics of the transaction, such as credit risk associ­
ated w ith the specified counterparty. Complicated valuation 
models also involve risk of errors in data entry or assumptions, or 
the adequacy of the model.
In auditing the values of derivatives, it is important to remember 
that in many cases quotations solely from a broker that is a coun­
terparty to the transaction will not provide sufficient audit evi­
dence to support the underlying value. Auditors should consider 
consulting with a valuation expert to test client valuations or to 
perform sensitivity analyses on the resulting values. Auditors 
should evaluate the work of any specialist used as required by SAS
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No. 73, Using the Work o f  a Specialist (AICPA, Professional Stan­
dards, vol. 1, AU sec. 336).
The Financial Accounting Standards Board (FASB) is expected to 
issue a final Statement of Accounting Standards on accounting 
for derivatives and hedging activities in December 1997. This 
Statement will change the current accounting for and reporting 
of derivatives. The major reporting requirements of the proposed 
Statement are expected to include the following:
• All derivatives will be reported in the statement of financial 
position as assets or liabilities and be measured at fair value.
• Gains and losses as a result of changes in the fair value of a 
derivative w ill be reported as an increase or decrease in 
earnings if  the derivative does not meet certain criteria to 
qualify for hedge accounting.
• Gains or losses on derivatives that qualify for hedge account­
ing generally will have little or no effect on earnings. Earn­
ings will be affected only if the hedge is not fully effective.
• Derivatives may be designated as fair value hedges (of 
risks related to existing assets, liabilities, or firm commit­
ments) or cash flow hedges (of risks related to anticipated 
future transactions).
• Gains or losses on fair value hedges will have little or no ef­
fect on equity. Gains or losses on cash flow hedges will af­
fect equity temporarily until the hedged transaction occurs 
and affects earnings.
As currently stated, the proposed Statement would be effective 
for calendar year 1999.
Reinsurance Arrangem ents
Reinsurance is an important part of many insurance companies’ 
businesses, and accordingly, it is important for auditors to obtain 
an understanding of the reinsurance programs of the insurance 
companies they audit. The lack of an adequate reinsurance pro-
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gram may expose an insurance enterprise to risks that can jeopar­
dize its financial stability, particularly if  its risks are concentrated 
by type or geographic area. In contrast, excessive reinsurance 
coverage can significantly reduce the margins available to cover 
fixed expenses.
The industry has been witnessing an evolving class of reinsurance 
agreements that have the characteristics of derivative financial in­
struments. Such contracts raise significant accounting issues, in­
cluding whether—
• The insurance risk-transfer criteria of FASB Statement No. 
113, A ccoun tin g a n d  R eportin g f o r  R ein surance o f  Short- 
D uration a n d  L ong-D uration Contracts (FASB, C urrent 
Text, vol. 2, sec. In6) have been met.
• And how to apply deposit accounting to such contracts 
(The AICPA’s Accounting Standards Executive Committee 
(AcSEC) recently issued a proposed SOP, A pplication o f  
D eposit A ccoun ting to Certain Insurance a n d  R einsurance 
Contracts, that provides guidance on how to apply deposit 
accounting, if  appropriate.)
• In substance, the contract is a derivative financial instru­
ment and, therefore, what accounting is appropriate.
A number of these new variations of traditional reinsurance con­
tracts are perceived to be vehicles for insurance companies to bet­
ter manage or fund their catastrophe exposures. Auditors should 
be aware that these kinds of reinsurance arrangements may also 
indicate increased audit risk.
Risk-Transfer Issues. Paragraph 9 of FASB Statement No. 113 
provides the following two risk-transfer conditions, both of 
which must be met for short-duration reinsurance contracts to be 
accounted for as reinsurance:
1. The reinsurer assumes significant insurance risk under the 
reinsured portions of the underlying insurance contracts.
2. It is reasonably possible that the reinsurer may realize a 
significant loss from the transaction.
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Generally, contracts that do not meet the conditions for reinsur­
ance accounting should be accounted for as deposits.
For many reinsurance contracts, a great deal of judgment is in­
volved in determining whether the risk-transfer conditions are 
met, particularly for multiple-year, retrospectively rated reinsur­
ance contracts with one or more adjustable features and contracts 
with undefined terms. Such contracts have become increasingly 
complex, containing many varieties of terms and features that 
may influence the assessment of risk transfer. Auditors should 
consider the guidance in the FASB’s Emerging Issues Task Force 
(EITF) Issues Nos. 93-6, A ccounting f o r  Multiple-Year Retrospec­
tively Rated Contracts by C eding and  Assuming Enterprises, and 93- 
14, A ccounting f o r  M ultiple-Year R etrospectively Rated Insurance 
Contracts by Insurance Enterprises and  Other Enterprises.
R ein surance R ecoverables. An important audit procedure in the 
reinsurance area is the evaluation of credit risk related to reinsur­
ance recoverables. The AICPA Audit and Accounting Guide Au­
dits o f  Property a n d  L iability Insurance Companies discusses the 
controls or procedures that ceding companies should implement 
to evaluate and monitor the financial stability of assuming com­
panies. In addition, the AICPA Audit and Accounting Guide Au­
dits o f  Stock Life Insurance Companies includes as an appendix the 
SOP, Auditing Life Reinsurance, which provides guidance on au­
diting reinsurance for life and health insurance enterprises.
D isclosures A bout R einsurance. Auditors should consider whether 
the disclosures of concentrations of credit risk associated with 
reinsurance receivables and prepaid reinsurance premiums are ad­
equate as required by the provisions of FASB Statement No. 105, 
D isclosure o f  In form ation  abou t F inancia l Instrum ents w ith  Off- 
Balance-Sheet Risk an d  F inancia l Instruments w ith Concentrations 
o f  Credit Risk (FASB, Current Text, vol. 1, sec. F25). Furthermore, 
auditors of financial statements of publicly held insurance com­
panies should be aware that the SEC staff has expressed concern 
about the adequacy of disclosures regarding reinsurance arrange­
ments. The SEC staff expects registrants with material reinsur-
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ance recoverables to disclose information about the composition 
and quality of the asset balances. Meeting the SEC staff expecta­
tions may involve the identification of individually material rein­
surers and may also require the disclosure of the reinsurers’ 
related balances. If the aggregate recoverable consists primarily of 
numerous small balances, breakdowns of the aggregate according 
to claims-paying ratings also may be necessary. Significant delin­
quent balances and allowances for uncollectible amounts should 
be disclosed, as should significant transactions and balances with 
related parties.
R ein su ran ce A rrangem ents a n d  S ta tu tory C apita l a n d  Surplus. 
Paragraph 60(h) of FASB Statement No. 60, A ccounting an d  Re­
p o r t in g  by Insurance Enterprises (FASB, Current Text, vol. 2, sec. 
In6), requires that financial statements contain disclosures re­
garding the amount of statutory capital and surplus of insurance 
enterprises calculated pursuant to state-mandated SAP. Auditors 
of insurance enterprises should carefully review reinsurance 
agreements and consider corresponding directly with state insur­
ance departments to obtain sufficient evidence that material 
amounts of reserve credits used to reduce statutory reserves and 
increase the insurance enterprise’s statutory capital and surplus 
have been properly computed in accordance with state laws. Most 
state insurance laws prohibit insurance enterprises from recogniz­
ing reserve credits pursuant to reinsurance agreements that do 
not transfer a sufficient amount of risk to the reinsurer. If mater­
ial amounts of reserve credits associated with reinsurance arrange­
ments do not qualify under state law, statutory capital and 
surplus may be materially misstated. Further, failure to meet the 
state’s m inimum capital and surplus requirements can lead to 
state-imposed restrictions on the enterprise’s ability to sell insur­
ance products in the state and its ability to distribute dividends 
and may call into question an enterprise’s ability to operate as a 
going concern. In these situations, auditors should refer to SAS 
No. 59, The Auditors Consideration o f  an Entity’s Ability to Con­
tinue as a Going Concern (AICPA, Professional Standards, vol. 1, 
AU sec. 341).
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Investments
Because audit risk can vary significantly depending on the kinds 
of investments that an insurance enterprise purchases, auditors 
should develop a thorough understanding of the insurer’s invest­
ment strategy and the controls for monitoring compliance with 
its investment guidelines. In addition, audit procedures should 
focus on the following:
• The kinds of investments in an insurance com pany’s 
portfolio
• The insurance enterprise’s risk management procedures
• The effectiveness of a company’s asset and liability match­
ing strategies
• The concentration of investments (for example, collater­
ized mortgage obligations, bonds within a particular in­
dustry, common stock, and mortgage loans)
• The control procedures to ensure that investments are 
recorded at their proper values
• Whether any investments violate any restrictions included 
in the insurance company’s dom iciliary insurance laws 
and regulations
Auditors also should be alert to valuation issues related to classifi­
cation and impairment of securities. Paragraph 16 of FASB State­
ment No. 115, A ccounting f o r  Certain Investm ents in D ebt an d  
Equity S ecurities (FASB, Current Text, vol. 1, sec. I08) requires 
that for individual securities classified as either available for sale 
or held to m aturity (as defined), an entity shall determine 
whether a decline in fair value below the amortized cost basis is 
other than temporary and provides related guidance.
Paragraph 69 of FASB Statement No. 115 states, . .if  the sale of 
a held-to-maturity security occurs without justification, the ma­
teriality of that contradiction of the enterprise’s previously as­
serted intent must be evaluated.” The SEC staff has indicated 
that if  held-to-maturity securities are sold for reasons other than
21
those listed in paragraph 8 of FASB Statement No. 115, the SEC 
staff will challenge managements
• Assertions regarding the classification of other held-to-ma­
turity securities, and
• Future assertions regarding the classification of securities 
purchased subsequently for an extended period of time, 
but no less than one year.
Surplus Enhancem ent
In all audits of GAAP-basis and SAP-basis financial statements, 
consideration should be given to the effects of unusual transac­
tions as well as audit differences on solvency and the adequacy of 
the company’s SAP-basis capital and surplus. Auditors should 
evaluate transactions that materially affect SAP-basis income or 
surplus, or transactions for which the proposed effects on SAP- 
basis financial statements would be substantially different from 
the effects on GAAP-basis financial statements. That evaluation 
is especially important if an insurer’s surplus is at or near m ini­
mum levels or if  an insurer’s risk-based capital ratio is at or near a 
regulatory action or control level.
In addition, auditors should be alert for significant and unusual 
transactions or events at or near year end that may require signif­
icant judgment as to the proper accounting treatment, including 
the following:
• Financially oriented reinsurance transactions
• Sales and subsequent repurchases of substantially the 
same securities
• Parking of securities
• Loaning or borrowing securities
• Intercompany transactions
• Transactions involving special-purpose entities
• Asset swaps
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• Asset reclassifications
• Other kinds of potential “window-dressing” transactions
Liabilities for Unpaid Claims
The liability for unpaid claims is inherently a high-risk audit area 
for several reasons. First, the liability is significant to property and 
casualty insurers’ balance sheets and earnings. Second, estimating 
the amount to report is usually highly subjective. Third, history 
shows that these estimates w ill continuously change for long­
tailed business.
A number of conditions may be particularly indicative of a higher 
risk audit. They include the circumstances described in the fol­
lowing sections.
Exposure to E nv ironm en ta l a n d  A sbestos-R elated Claims. The 
ultimate exposure of insurers to environmental and asbestos-re­
lated claims is subject to an unusually high degree of uncertainty. 
Since the early 1980s, certain environmental and asbestos expo­
sures have been a major concern for insurance enterprises. There 
is a belief that the industry’s reserves for these exposures contin­
ues to be inadequate. In addition, there is still significant uncer­
tainty surrounding defendant activity, unresolved coverage issues, 
and policy and claim data availability issues for many insurers.
FASB Statement No. 113 requires that the assets and liabilities re­
lating to reinsured contracts be recorded on a gross basis without 
netting of reinsurance receivables against claim reserves. FASB 
Statement No. 5, A ccounting f o r  C ontingencies (FASB, Current 
Text, vol. 1, sec. C59), and Securities and Exchange Commission 
(SEC) Staff Accounting Bulletin (SAB) No. 92, A ccounting an d  
Disclosures R elating to Loss Contingencies, provide that if  there is at 
least a reasonable possibility that a loss exceeding amounts al­
ready recognized may have been incurred and the amount of the 
loss would be material, then the enterprise must disclose the esti­
mated additional loss or range of loss or state that it cannot be es­
timated. Disclosure of the gross amounts of reasonably possible 
losses is required. Disclosure of the gross amounts of the reason­
ably possible reinsurance recoveries may be made, but care should
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be exercised to avoid misleading implications as to the likelihood 
of the realization of such recoveries. Auditors of insurance enter­
prises that face environmental and asbestos claims should carefully 
evaluate whether the accounting and disclosure requirements of 
SOP 96-1, E nvironm ental R em ediation Liabilities, FASB State­
ment No. 5, and SAB No. 92 have been met.
E stim ating E nv ironm en ta l C laim  Losses. As indicated in SAB 
No. 92, an insurance enterprise that is estimating reserves for en­
vironmental contamination claims, should consider available evi­
dence including a particular policyholder’s prior experience in the 
remediation of contaminated sites, other companies’ clean up ex­
perience, and data released by the Environmental Protection 
Agency or other organizations. The continued expansion of envi­
ronmental databases has resulted in the availability of more infor­
mation to support a reasonable estimate of the amount of loss or 
range of loss. When evaluating an insurance enterprise’s reserves 
for environmental contamination claims, the auditor should con­
sider the evidence currently provided by these expanded environ­
mental databases.
Furthermore, the auditors of publicly held insurance companies 
should consider whether the disclosures are in accordance with 
the requirements of SAB No. 87, Views on Contingency Disclosures 
on Property-Casualty Insurance Reserves f o r  Unpaid Claim Cost.
Long-Term Exposures. Long-term exposures (commonly referred 
to as mass tort exposures) involve bodily injury or property dam­
age that arise from and are related to exposure over time to any al­
leged toxic, harmful, or defective material, device, substance, 
agent, activity, or condition including but not limited to chemi­
cals, drugs, petroleum-based products, pharmaceutical products, 
medical devices, radiation, noise, electromagnetic fields, or repet­
itive motion. Recent reports indicate that insurers may be liable 
to cover certain long-term exposures that range from tobacco-re­
lated illnesses to injuries caused by the use of computer equip­
ment, such as carpal tunnel syndrome. In addition, although the 
current tobacco industry class-action settlement could be over­
turned by Congress, a significant settlement is ultimately proba-
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ble. The extent to which claims will be made by tobacco compa­
nies on their insurance carriers remains unclear. Auditors should 
consider these potential exposures when evaluating a company’s 
loss reserves and adequacy of related disclosures.
Changes in Product M ix to More Long-Tail Lines o f  Business.
This factor would usually indicate more uncertainty in determin­
ing the ultimate exposure to claims.
Intense Price Competition and Unexplained Premium Growth. 
Intense price competition may lead to unsound pricing, credit­
ing, or dividend policies that may be evidenced in unexplained 
premium growth. Market pressures may lead insurers to accept 
unanticipated risks or to price risks inappropriately, which also 
could affect the recoverability of deferred acquisition costs and re­
sult in premium deficiencies.
Participation in Involuntary Pools. Insurance enterprises con­
tinue to be exposed to large amounts of claims through their par­
ticipation in involuntary pools and associations. This factor may 
indicate increased exposure to loss development from previously 
reported results.
SAS No. 57 , A uditing A ccounting Estimates (AICPA, Professional 
Standards, vol. 1, AU sec. 342), provides guidance to auditors 
on obtain ing and evaluating sufficient competent evidential 
matter to support significant accounting estimates in an audit of 
financial statements in accordance with GAAS. SOP No. 92-4, 
A uditing In surance Entities’ Loss Reserves, provides guidance to 
help auditors understand the loss reserving process and to de­
velop an effective audit approach when auditing loss reserves of 
insurance entities.
Purchase Accounting. In purchase business combinations involv­
ing acquisitions of property and casualty insurance companies, the 
SEC staff has taken the position that needed changes in liabilities 
for claim losses and loss adjustment expenses of an acquired insur­
ance company ordinarily should be made through losses incurred 
in the income statement rather than through purchase accounting 
adjustments (see SAB No. 61 for further discussion).
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Risks and Uncertainties
Auditors should assess the need for disclosures regarding risks and 
uncertainties, as required by SOP No. 94-6, Disclosure o f  Certain 
S ign ifican t Risks a n d  U ncertainties. Although not all inclusive, 
some of the areas in which disclosures should be considered in­
clude the following:
• Trends in claim reporting or settlement patterns that may 
not be understood and therefore are not fully reflected in 
the company’s loss reserve determinations
• Environmental, asbestos, and other causation reserve esti­
mates and current study results
• Estimates of undiscounted cash flows that are not signifi­
cantly in excess of the carrying value of long-lived assets 
being assessed for impairment as required by FASB State­
ment No. 121, A ccounting f o r  Im pa irm en t o f  L ong-L ived 
Assets a n d  f o r  Long-L ived Assets to be D isposed O f  (FASB, 
Current Text, vol. 1, sec. I08)
• Potentially adverse results of current or pending market 
conduct examinations
• Short-term adverse experience that, if  continued, could re­
sult in loss recognition
Perm itted Statutory Accounting Practices
Prescribed SAP are dispersed among the following:
• The insurance laws, regulations, and administrative rulings 
of each state
• The NAIC A ccounting Practices an d  Procedures manuals
• The NAIC Annual Statement Instructions
• The NAIC Financia l Condition Examiners Handbook
• The NAIC Purposes an d  Procedures o f  the Securities Valua­
tion O ffice manual
• NAIC committee, task force, and working group minutes
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If an insurance company adopts an accounting practice (includ­
ing an actuarial practice with accounting implications) that is not 
specifically prescribed in one of the aforementioned sources, that 
practice often is referred to as a permitted accounting practice. In 
that situation, the insurer should have received permission to use 
that practice from its domiciliary insurance department. Never­
theless, many insurers have considered certain accounting prac­
tices to be permitted even though they had not received specific 
written permission from their dom iciliary insurance depart­
ments. Companies considered those practices permitted under a 
variety of circumstances, including the following:
• The practice had not been challenged during a regulatory 
examination
• The practice was being used by other insurers
• The company had notified the insurance department of 
the accounting practice but had not received a response
SOP 94-1, Inquiries o f  State Insurance Regulators, requires that, if  a 
permitted accounting practice is material to an insurance enter­
prise’s financial statements, the auditor obtain sufficient compe­
tent evidential matter to corroborate management’s assertion that 
the accounting treatment is permitted. In many situations, that re­
quirement will cause the auditor to obtain written confirmation, 
on an annual basis, from the domiciliary state insurance depart­
ment that the accounting practice continues to be permissible.
If the financial effect of such permitted practices is material, ei­
ther individually or in the aggregate, to a company’s SAP-basis 
surplus, sufficient competent evidential matter should be re­
ceived prior to the issuance of an auditors’ report on either the 
company’s GAAP-basis or SAP-basis financial statements. If an 
auditor is unable to obtain such competent evidential matter for 
material permitted accounting practices, auditors should consider 
a qualification or disclaimer in their auditors’ opinion on the 
GAAP-basis and the SAP-basis financial statements due to a 
scope limitation in accordance with SAS No. 58, Reports on Au­
d ited  F inancia l Statements (AICPA, Professional Standards, vol. 1, 
AU sec. 508).
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Liquidity and Loss Recognition
In the current environment, auditors should look beyond the fi­
nancial statements in evaluating audit risks. For example, finan­
cial ratings of insurance companies by Standard & Poor’s, 
Moody’s, A.M. Best, and others have taken on added importance 
for policyholders, potential policyholders, and other financial 
statement users. Therefore, auditors should review such rating 
agency reports and obtain an understanding of the reasons for 
and the effects of a ratings downgrade. A downgrading of ratings 
for a life insurance company may increase the risk of withdrawals 
by policyholders, particularly for companies with significant vol­
umes of guaranteed investment contracts, pension products, or 
other kinds of cash-accumulation products. Assessing the risk of 
withdrawal is especially important if  those products impose only 
minimal withdrawal penalties. Company downgradings also may 
result in lower sales and persistency of all kinds of products. In 
these situations, auditors should assess whether disclosures about 
potential threats to a company’s liquidity are adequate.
Among the matters that should be considered in evaluating liquid­
ity for life and health insurance companies are the amounts and 
trends of withdrawals and voluntary terminations. Auditors should 
consider the results of cash flow testing that is performed in con­
nection with the issuance of actuarial reserve opinions and in the 
preparation of SAP-basis financial statements for life insurance 
companies, as required by the NAIC’s Actuarial Opinion and  M em­
orandum Regulation and the Actuarial Standards Board’s Actuarial 
Standard of Practice 14, When to Do Cash Flow Testing fo r  Life and  
Health Companies. If cash flow testing indicates significant mis­
matches in the maturities of assets and the payment of policy ben­
efit liabilities, auditors should consider the potential effect on asset 
valuations and reserve levels and loss recognition implications.
Investment losses, changing interest rates, and prepayments and 
refinancings of existing loans can affect the profitability of in­
surance products or assumptions about future experience. Ac­
cordingly, in such situations, auditors should challenge the 
recoverability of deferred policy acquisition costs and consider
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potential loss recognition situations. For universal life-type poli­
cies and investment products, the need to adjust the amortization 
of deferred policy acquisition costs should also be considered.
A u d it D e ve lo p m e n ts
Com m unications Between Predecessor and Successor Auditors
SAS No. 84, C om m unications B etw een  Predecessor a n d  Successor 
Auditors, is effective with respect to acceptance of an engagement 
after March 31, 1998. Earlier application is perm itted. This 
Statement provides guidance on communications between prede­
cessor and successor auditors if  a change of auditors is in process 
or has taken place. It also provides communications guidance if 
possible misstatements are discovered in financial statements re­
ported on by a predecessor auditor. The SAS applies whenever an 
independent auditor is considering accepting an engagement to 
audit or reaudit financial statements in accordance with generally 
accepted auditing standards (GAAS), and after such auditor has 
been appointed to perform such an engagement.
Establishing an Understanding W ith the Client
SAS No. 83 and SSAE No. 7, Establishing an Understanding w ith  
the C lient, are effective for engagements for periods ending on or 
after June 15, 1998. Earlier application is permitted. The SAS 
and SSAE—
• Require the practitioner to establish an understanding 
with the client that includes the objectives of the engage­
ment, the responsibilities of management and the auditor, 
and any limitations of the engagement.
• Require the practitioner to document the understanding 
with the client in the workpapers, preferably through a 
written communication with the client.
• Provide guidance for situations in which the practitioner 
believes that an understanding w ith the client has not 
been established.
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The SAS also identifies specific matters that ordinarily would be ad­
dressed in the understanding with the client, and other contractual 
matters an auditor might wish to include in the understanding.
Consideration of Fraud in a Financial Statem ent Audit
SAS No. 82, C onsideration o f  F raud in a F inan cia l S ta tem en t 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), is ef­
fective for calendar year 1997 financial statement audits. The au­
ditor has a responsibility to plan and perform the audit to obtain 
reasonable assurance about whether the financial statements are 
free of material misstatement, whether caused by error or fraud. 
This Statement provides guidance to auditors in fulfilling that re­
sponsibility, as it relates to fraud, and specifically—
• Describes fraud and its characteristics.
• Requires the auditor to specifically assess the risk of material 
misstatement due to fraud and provides categories of fraud 
risk factors to be considered in the auditor's assessment.
• Provides guidance on how the auditor responds to the re­
sults of the assessment.
• Provides guidance on the evaluation of audit test results as 
they relate to the risk of material misstatement due to fraud.
• Describes related documentation requirements.
• Provides guidance regarding the auditor’s communica­
tion about fraud to management, the audit committee, 
and others.
Notwithstanding the auditor’s responsibility discussed in the pre­
ceding paragraph, management is responsible for adopting sound 
accounting policies and for establishing and maintaining internal 
control that will, among other things, record, process, summa­
rize, and report transactions consistent with management’s asser­
tions embodied in the financial statements.
In implementing SAS No. 82, auditors can consult the AICPA’s publi­
cation entitled Considering Fraud in a Financial Statement Audit: Practi­
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ca l Guidance fo r  Applying SAS No. 82 (Product No. 008883). This pub­
lication contains example fraud risk factors specifically developed for 
insurance companies. Call the AICPA at 1 (800) 862-4272 to order.
Auditing Investments
SAS No. 81 , Auditing Investments (AICPA, Professional Standards, 
vol. 1, AU sec. 332), is effective for audits of financial statements 
for periods ending on or after December 15, 1997. This State­
ment provides guidance to auditors in auditing investments in 
debt securities and equity securities, and investments accounted 
for under Accounting Principles Board (APB) Opinion No. 18, 
The Equity M ethod o f  A ccounting fo r  Investments in Common Stock.
Significant requirements of this Statement include the following:
• Use of procedures to obtain evidence about the existence, 
ownership, and completeness of investments including 
confirmation with various parties or physical inspection
• Review of accounting policies for conformity with GAAP, 
including financial statement disclosures
• Consideration of whether investment activities corrobo­
rate or conflict with management’s stated intent and the 
appropriateness of the classification of investments under 
FASB Statement No. 115
• Assessment of the reasonableness of any model used to de­
termine fair value (In some instances, the auditor will need 
to involve specialists to make this judgment.)
• Evaluation of management’s conclusions about the exis­
tence of an other-than-temporary impairment condition
In addition, this Statement provides auditing guidance on invest­
ments accounted for using the equity method of accounting.
Evidential M atter
SAS No. 80, A mendment to Statement on Auditing Standards No. 
31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU
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sec. 332), incorporates guidelines related to evidential matter, 
which is in electronic format. SAS No. 80 states
In entities where significant information is transmitted, processed, 
maintained, or accessed electronically, the auditor may determine 
that it is not practical or possible to reduce detection risk to an ac­
ceptable level by performing only substantive tests for one or more 
financial statement assertions.
Auditors need to assess the audit approach on their engagements, 
in light of the guidance in SAS No. 80.
Auditors will benefit from reading the AICPA Auditing Procedure 
Study entitled The Information Technology Age: Evidential Matter in the 
Electronic Environment (Product No. 021068). This study provides 
guidance to auditors in applying SAS No. 31, as amended by SAS No. 
80, in the audit of financial statements of an entity in which significant 
information is in electronic format. Call the AICPA at 1 (800) 862- 
4272 to order.
Extended A udit Services
The AICPA adopted an interpretation under Rule 101, Indepen­
dence, related to extended audit services, which may include an 
extension of audit service beyond the requirements of GAAS. 
This Interpretation provides the auditor with guidance for main­
taining an appropriate level of independence when providing ex­
tended audit services to audit clients.
Managem ent Representations
SAS No. 83, M anagem ent Representations, is expected to be issued 
in November or December of 1997. The SAS establishes a re­
quirement that an independent auditor, performing an audit in 
accordance with GAAS, obtain written representations from man­
agement for all financial statements and periods covered by the au­
ditor’s report. Additionally, the SAS provides guidance concerning 
the representations to be obtained. An illustrative management 
representation letter is included in the Statement. SAS No. 85 will 
be effective for audits of financial statements for periods ending on 
or after June 30, 1998. Earlier application is permitted.
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Law yers’ Responses to A udit Inquiry Letters
In January 1997, an auditing Interpretation of SAS No. 12, Inquiry 
o f  a C lient’s Lawyer Concerning Litigation, Claims, an d  Assessments 
(AICPA, Professional Standards, vol. 1, AU sec. 337), was issued en­
titled Use o f  Explanatory Language C oncerning Unasserted Possible 
Claims or Assessments in Lawyers Responses to Audit Inquiry Letters 
(AICPA, Professional Standards, vol. 1, AU sec. 9337.31—.32). The 
Interpretation indicates that the inclusion of certain explanatory 
comments to emphasize the preservation of the attorney-client 
privilege, in responses by lawyers to audit inquiry letters, does not 
result in an audit scope limitation. The Interpretation also reminds 
auditors of the requirement in SAS No. 12 to obtain the lawyers 
acknowledgment of his responsibility to advise and consult with 
the client concerning financial statement disclosure obligations for 
unasserted possible claims or assessments.
Auditor’s Responsibility for Inform ation in Electronic Sites
An Interpretation of SAS No. 8, Other Information in Documents 
C onta in in g A udited F inan cia l S tatem ents (AICPA, Professional 
Standards, vol. 1, AU sec. 550) was issued in March 1997 and is 
entitled Other In form ation in E lectronic Sites C ontaining Audited 
F inancia l Statements (AICPA, Professional Standards, vol. 1, AU 
sec. 9550.16-.18). It explains the auditor’s responsibility for other 
information in an electronic site, such as an entity’s location on 
the World W ide Web, when a client puts its audited financial 
statements and accompanying auditor’s report on the Website. 
The Interpretation states that electronic sites are a means of distri­
bution and are not “documents,” as that term is used in SAS No. 
8. Thus, auditors are not required by SAS No. 8 to read informa­
tion contained in electronic sites, or to consider the consistency of 
other information in electronic sites with the original documents.
Auditors may be asked by their clients to render professional ser­
vices about information in electronic sites. Such services, which 
might take different forms, are not contemplated by SAS No. 8. 
Other auditing or attestation standards may apply. For example, 
agreed-upon procedures pursuant to AU section 622, Engage-
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merits to Apply Agreed-Upon Procedures to Specified  Elements, Ac­
counts, or  Item s o f  a F inan cia l S tatem ent, or AT section 600, 
Agreed-Upon Procedures Engagements, depending on the nature of 
the service requested.
A IT F  Advisory: Reporting on the Com putation of Earnings Per Share
In February 1997, the FASB issued Statement No. 128, Earnings 
Per Share (FASB, Current Text, vol. 1, sec. E11). The statement, 
which is effective for annual and interim periods ending after De­
cember 15, 1997 (earlier application is not permitted), changes 
the way entities compute earnings per share (EPS). After the ef­
fective date, the Statement requires that all prior-period EPS data 
presented be restated to conform with the Statement’s provisions. 
Practitioners should be aware that public companies are required 
to follow the guidance in SEC SAB No. 74, Disclosure o f  the Im ­
p a ct  that Recently Issued A ccounting Standards Will Have on the Fi­
nancia l Statements o f  Registrants When Adopted in a Future Period, 
and include a discussion of the expected impact of the statement 
in registration statements and Form 10-Qs filed during 1997.
For the audit of the first annual period subsequent to the State­
ment’s effective date, the Auditing Issues Task Force (AITF) is ad­
vising auditors that they are not required to refer in their audit 
reports to the change required by the Statement, provided the fi­
nancial statements clearly disclose that the comparative EPS data 
for the prior years presented has been restated. Such disclosure 
would be similar to that for reclassification of prior-year financial 
information made for comparative purposes.
A ud it and Accounting G u id e , L ife  a n d  H e a lth  In su ra n c e  E n titie s
An exposure draft of a new Audit and Accounting Guide, Life 
an d  Health Insurance Entities, is expected to be issued for com­
ments during the fourth quarter of 1997. The proposed Guide 
would replace the Audit and Accounting Guide, Audits o f  Stock 
Life Insurance Entities. The proposed Guide would establish no 
new accounting guidance; it would, however, establish expanded 
or new audit requirements in certain areas.
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A c c o u n tin g  D e ve lo p m e n ts
FAS B  Statem ent N o . 1 0 7  Exem ptions
In December 1996, the FASB issued FASB Statement No. 126, 
Exemption from  Certain Required Disclosures about F inancial Instru­
ments f o r  Certain N onpublic Entities (FASB, Current Text, vol. 1, 
sec. F25) This Statement amends FASB Statement No. 107, Dis­
closures about Fair Value o f  F inancial Instruments (FASB, Current 
Text, vol. 1, sec. F25), to make the disclosures about the fair value 
of financial instruments prescribed in FASB Statement No. 107 
optional for entities that meet all of the following criteria:
a. The entity is a nonpublic entity.
b. The entity’s total assets are less than $100 million on the 
date of the financial statements.
c. The entity has not held or issued any derivative financial 
instruments, as defined in FASB Statement No. 119, Dis­
closure ab ou t D eriva tiv e F inan cia l In strum ents a n d  Fair 
Value o f  F inancial Instruments (FASB, Current Text, vol. 1, 
sec. F25), other than loan commitments, during the re­
porting period.
This Statement shall be effective for fiscal years ending after 
December 15, 1996. Earlier application is permitted in financial 
statements that have not been issued previously.
Deferral of Certain FA S B  Statem ent N o . 12 5  Provisions
In December 1996, the FASB issued FASB Statement No. 127, 
D eferral o f  the E ffective Date o f  Certain Provisions o f  FASB State­
m ent No. 125 (FASB, Current Text, vol. 1, sec. F38). FASB State­
ment No. 125, A ccounting f o r  Transfers an d  S ervicing o f  F inancial 
Assets and  Extinguishments o f  Liabilities (FASB, Current Text, vol. 1, 
secs. F35 and F38), was issued in June 1996 and establishes, 
among other things, new criteria for determ ining whether a 
transfer of financial assets in exchange for cash or other consider­
ation should be accounted for as a sale or as a pledge of collateral 
in a secured borrowing. FASB Statement No. 125 also establishes
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new accounting requirements for pledged collateral. As issued, 
FASB Statement No. 125 is effective for all transfers and servic­
ing of financial assets and extinguishments of liabilities occurring 
after December 31, 1996.
The FASB was made aware that the volume and variety of certain 
transactions and the related changes to information systems and 
accounting processes that are necessary to comply with the re­
quirements of FASB Statement No. 125 would make it extremely 
difficult, if  not impossible, for some affected enterprises to apply 
the transfer and collateral provisions of FASB Statement No. 125 
to those transactions as soon as January 1, 1997. As a result, this 
Statement defers for one year the effective date (a) of paragraph 
15 of FASB Statement No. 125 and (b) for repurchase agreement, 
dollar-roll, securities lending, and similar transactions, of para­
graphs 9 to 12 and 237(b) of FASB Statement No. 125.
FASB Statement No. 127 provides additional guidance on the 
kinds of transactions for which the effective date of FASB State­
ment No. 125 has been deferred. It also requires that if  it is not 
possible to determine whether a transfer occurring during calen­
dar-year 1997 is part of a repurchase agreement, dollar-roll, secu­
rities lending, or similar transaction, then paragraphs 9 to 12 of 
FASB Statement No. 125 should be applied to that transfer.
All provisions of FASB Statement No. 125 should continue to 
be applied prospectively, and earlier or retroactive application is 
not permitted.
Earnings Per Share
In February 1997, the FASB issued FASB Statement No. 128, 
Earnings Per Share (FASB, Current Text, vol. 1, sec. E11). This 
Statement establishes standards for computing and presenting 
EPS and applies to entities with publicly held common stock or 
potential common stock. This Statement simplifies the standards 
for computing EPS previously found in APB Opinion No. 15, 
Earnings Per Share, and makes them comparable to international 
EPS standards. It replaces the presentation of primary EPS with
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a presentation of basic EPS. It also requires a dual presentation 
of basic and diluted EPS on the face of the income statement for 
all entities with complex capital structures and requires a recon­
ciliation of the numerator and denominator of the basic EPS 
computation to the numerator and denominator of the diluted 
EPS computation.
Basic EPS excludes dilution and is computed by dividing income 
available to common stockholders by the weighted-average num­
ber of common shares outstanding for the period. Diluted EPS 
reflects the potential dilution that could occur if  securities or 
other contracts to issue common stock were exercised or con­
verted into common stock or resulted in the issuance of common 
stock that then shared in the earnings of the entity. Diluted EPS 
is computed sim ilarly to fully diluted EPS pursuant to APB 
Opinion 15.
This Statement supersedes APB Opinion 15 and AICPA Ac­
counting Interpretations 1 to 102 of APB Opinion 15. It also su­
persedes or amends other accounting pronouncements listed in 
appendix D of the Opinion. The provisions in this Statement are 
substantially the same as those in International Accounting Stan­
dard 33, Earnings Per Share, recently issued by the International 
Accounting Standards Committee.
This Statement is effective for financial statements issued for pe­
riods ending after December 15, 1997, including interim peri­
ods; earlier application is not permitted. This Statement requires 
restatement of all prior-period EPS data presented.
Capital Structure
In February 1997, the FASB issued FASB Statement No. 129, 
Disclosure o f  Information abou t Capital Structure (FASB, Current 
Text, vol. 1, sec. C24). This Statement establishes standards for 
disclosing information about an entity’s capital structure. It ap­
plies to all entities. This Statement continues the previous re­
quirements to disclose certain information about an entity’s 
capital structure found in APB Opinions 10, Omnibus Opinion—
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1966, and 15, Earnings Per Share, and FASB Statement No. 47, 
Disclosure o f  Long-Term Obligations (FASB, Current Text, vol. 1, 
sec. C32), for entities that were subject to the requirements of 
those standards. This Statement elim inates the exemption of 
nonpublic entities from certain disclosure requirements of APB 
Opinion 15 as provided by FASB Statement No. 21, Suspension o f  
the R eporting o f  Earnings Per Share a n d  Segm ent In form ation by 
N onpublic Enterprises (FASB, Current Text, vol. 1, sec. E09). It su­
persedes the specific disclosure requirements of APB Opinions 10 
and 15 and FASB Statement No. 47, and consolidates them in 
this Statement for ease of retrieval and for greater visibility to 
nonpublic entities.
This Statement is effective for financial statements for periods 
ending after December 15, 1997. It contains no change in disclo­
sure requirements for entities that were previously subject to the 
requirements of APB Opinions 10 and 15 and FASB Statement 
No. 47.
Comprehensive Income
In June 1997, the FASB issued FASB Statement No. 130, Report­
in g  Comprehensive Incom e. This Statement establishes standards 
for the reporting and display of comprehensive income and its 
components (revenues, expenses, gains, and losses) in a full set of 
general-purpose financial statements. This Statement requires 
that all items that are required to be recognized under accounting 
standards as components of comprehensive income be reported 
in a financial statement that is displayed with the same promi­
nence as other financial statements. This Statement does not re­
quire a specific format for that financial statement but requires 
that an enterprise display an amount representing total compre­
hensive income for the period in that financial statement.
This Statement requires that an enterprise (a) classify items of other 
comprehensive income by their nature in a financial statement and 
(b) display the accumulated balance of other comprehensive in­
come separately from retained earnings and additional paid-in cap­
ital in the equity section of a statement of financial position.
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This Statement is effective for fiscal years beginning after Decem­
ber 15, 1997. Reclassification of financial statements for earlier 
periods provided for comparative purposes is required.
Segm ent Information
In June 1997, the FASB issued FASB Statement No. 131, Disclo­
sures abou t Segments o f  an Enterprise and  Related Information. This 
Statement establishes standards fo r  the way that public business 
enterprises report information about operating segments in an­
nual financial statements and requires that those enterprises re­
port selected information about operating segments in interim 
financial reports issued to shareholders. It also establishes stan­
dards for related disclosures about products and services, geo­
graphic areas, and major customers. This Statement supersedes 
FASB Statement No. 14, F inancia l R eporting f o r  Segm ents o f  a 
Business Enterprise (FASB, Current Text, vol. 1, sec. S20), but re­
tains the requirement to report information about major cus­
tomers. It amends FASB Statement No. 94, Consolidation o f  All 
M ajority -O w n ed  Subsidiaries (FASB, C urrent Text, vol. 1, sec. 
C25), to remove the special disclosure requirements for previ­
ously unconsolidated subsidiaries.
This Statement does not apply to nonpublic business enterprises 
or to not-for-profit organizations.
This Statement requires that a public business enterprise report 
financial and descriptive information about its reportable operat­
ing segments. Operating segments are components of an enter­
prise about which separate financial information is available that 
is evaluated regularly by the chief operating decision maker in de­
ciding how to allocate resources and in assessing performance. 
Generally, financial information is required to be reported on the 
basis that it is used internally for evaluating segment performance 
and deciding how to allocate resources to segments.
This Statement requires that a public business enterprise report a 
measure of segment profit or loss, certain specific revenue and 
expense items, and segment assets. It requires reconciliations of 
total segment revenues, total segment profit or loss, total segment
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assets, and other amounts disclosed for segments to corresponding 
amounts in the enterprise’s general-purpose financial statements.
It requires that all public business enterprises report information 
about the revenues derived from the enterprise’s products or ser­
vices (or groups of similar products and services), about the coun­
tries in which the enterprise earns revenues and holds assets, and 
about major customers regardless of whether that information is 
used in making operating decisions. However, this Statement 
does not require an enterprise to report information that is not 
prepared for internal use if reporting it would be impracticable.
This Statement also requires that a public business enterprise re­
port descriptive information about the way that the operating 
segments were determined, the products and services provided by 
the operating segments, differences between the measurements 
used in reporting segment information and those used in the en­
terprise’s general-purpose financial statements, and changes in the 
measurement of segment amounts from period to period.
This Statement is effective for financial statements for periods be­
ginning after December 15, 1997. In the initial year of applica­
tion, comparative information for earlier years is to be restated. 
This Statement need not be applied to interim financial state­
ments in the initial year of its application, but comparative infor­
mation for interim periods in the initial year of application is to 
be reported in financial statements for interim periods in the sec­
ond year of application.
Participating M ortgage Loan Borrowers
In M ay 1997, the AICPA issued SOP 97-1, A ccounting by Partic­
ipa ting M ortgage Loan Borrowers. The SOP establishes the bor­
rower’s accounting for a participating mortgage loan if  the lender 
participates in increases in the market value of the mortgaged real 
estate project, the results of operations of the mortgaged real es­
tate project, or both. The SOP is effective for financial statements 
issued for fiscal years beginning after June 30, 1997. Earlier ap­
plication is encouraged. The effect of initially applying the SOP
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should be reported as a cumulative effect of a change in account­
ing principle.
Environm ental Rem ediation Liabilities
In October 1996, the AICPA issued SOP 96-1, E nvironm ental 
Remediation Liabilities. The SOP sets requirements about recog­
nizing, measuring, and accruing environmental remediation lia­
bilities. Related disclosure requirements are also provided. The 
provisions of this SOP are effective for fiscal years beginning after 
December 15, 1996. The effect of in itially  applying this SOP 
shall be reported as a change in accounting estimate. Restatement 
of previously issued financial statements is not permitted.
Guaranty-Fund and Certain Other Insurance-Related Assessm ents
A proposed SOP, A ccounting by Insurance an d  Other Enterprises f o r  
Guaranty-Fund an d  Certain Other Insurance-Related Assessments is 
expected to be issued in the fourth quarter of 1997. The SOP ad­
dresses accounting by insurance enterprises and other enterprises 
for guaranty-fund and certain other insurance-related assess­
ments. The SOP provides the following:
• Guidance for determining whether an insurance or other 
enterprise should recognize a liab ility for guaranty-fund 
and other assessments
• Guidance on how to measure the liability (discounting of 
the liability will be allowed if the amount and timing of the 
cash payments are fixed and reliably determinable)
• Criteria for when an asset may be recognized for a portion or 
all of the assessment liability or paid assessment that can be 
recovered through premium tax offsets or policy surcharges
• Requirements for the disclosure of certain information
The SOP is effective for financial statements for fiscal years begin­
ning after December 15, 1998. Early adoption is encouraged. Pre­
viously issued annual financial statements should not be restated.
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Deposit Accounting: Accounting for Insurance and 
Reinsurance Contracts
FASB Statement No. 113 and the consensus in EITF Issues 93-6, 
A ccoun tin g f o r  M ultiple-Y ear R etrosp ectively R ated R einsurance 
Contracts by C ed ing a n d  A ssum ing Enterprises, and 93-14, Ac­
coun tin g f o r  Multiple-Year Retrospectively Rated Insurance Contracts 
by Insurance Enterprises a n d  O ther Enterprises, have heightened 
awareness about and provided specific guidance on when deposit 
accounting should be applied to insurance and reinsurance con­
tracts. The existing guidance on how to apply deposit account­
ing, however, does not address many of the situations in which 
deposit accounting is required for reinsurance and insurance con­
tracts, and no clear intuitive way exists to apply deposit account­
ing to many of those contracts. The AICPA’s AcSEC recently 
issued an Exposure Draft of a proposed SOP, Deposit A ccounting: 
A ccounting f o r  Insurance and  Reinsurance Contracts That Do Not 
Transfer Insurance Risk. The proposal provides guidance on how 
to account for insurance and reinsurance contracts that do not 
transfer insurance risk. Transfer of insurance risk requires trans­
ferring both timing and underwriting risk. The method used to 
account for these insurance and reinsurance contracts that do not 
transfer insurance risk is referred to in the proposed Statement as 
deposit accounting. Deposit accounting would apply to all enti­
ties and all insurance and reinsurance contracts that do not trans­
fer insurance risk, except for long-duration life and health 
insurance contracts. The proposed Statement neither addresses 
when deposit accounting should be applied nor changes existing 
requirements. When finalized, the SOP will be effective for fi­
nancial statements for fiscal years beginning after December 13, 
1998, with earlier adoption encouraged. Restatement of previ­
ously issued financial statements would not be permitted.
Securities and Exchange Commission M atters
M arket Risk D isclosures. The SEC issued Financial Reporting 
Release (FRR) No. 48, which requires certain disclosures of de­
rivatives and other financial instruments beyond those already re­
quired under GAAP. The amendments are designed to help
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investors better assess the market risks of registrants and better un­
derstand how those risks are managed. The final rules clarify and 
expand existing requirements for footnote disclosures in financial 
statements about registrants’ accounting policies for both deriva­
tive financial instruments and derivative commodity instruments. 
The rules also require disclosures (outside the financial state­
ments) of qualitative and quantitative information about market 
risk inherent in derivative financial instruments, other financial 
instruments, and derivative commodity instruments. In addition, 
the release provides safe harbor for the forward-looking informa­
tion included in the quantitative and qualitative disclosures.
The staff of the SEC has made available a publication containing 
frequently asked questions and answers about the Commission’s 
new market risk disclosure rules. The publication was prepared to 
assist companies that must provide the quantitative and qualita­
tive disclosures. The publication will be posted at the SEC’s In­
ternet site.
A uditor s R eportin g R equirements. On March 12, 1997 the SEC 
adopted revisions to its rules, imposed under the Private Securities 
Litigation Reform Act of 1995, that require auditors, who become 
aware that an illegal act has occurred, to determine its possible ef­
fect on the client’s financial statements and to inform the com­
pany’s management “as soon as practicable.” The auditors also 
must ensure the client’s board of directors has been informed of the 
illegal act. The new SEC rules make it clear at what point auditors 
have to inform the board and the SEC. Auditors will have to im­
plement their own procedures to ensure these rules are followed.
S ta ff  A ccoun tin g B u lletin . Auditors should be aware that SAB 
No. 97, Business Combinations p r io r  to an In itia l Public O ffering 
an d  D eterm ination o f  the A cquiring Corporation , has been issued 
by the SEC.
Discussions of the F A S B ’s Em erging Issues Task Force
The EITF frequently discusses accounting issues involving finan­
cial instruments, real estate, or insurance contracts that are im­
portant to insurance companies. A description of new issues
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discussed recently follows. Readers should consult detailed min­
utes for additional information on the status of these issues and 
the guidance contained in them.
• EITF Issue No. 97-9, Effect on Pooling-of-interests Account­
in g  o f  Certain Contingently Exercisable Options or Other Eq­
uity Instruments
• EITF Issue No. 97-8, A ccounting f o r  C ontingent Considera­
tion Issued in a Purchase Business Combination
• EITF Issue No. 97-7, A ccounting f o r  Hedges o f  Foreign Cur­
rency Risk Inherent in an Available-for-Sale Marketable Eq­
uity Security
• EITF Issue No. 97-6, Application o f  EITF Issue No. 96-20, 
“Impact of FASB Statement No. 125, Accounting for 
Transfers and Servicing of Financial Assets and Extinguish­
ments of Liabilities, on Consolidation of Special Purpose 
Entities,” to Qualifying SPEs R eceiving Transferred F inancial 
Assets Prior to the Effective Date o f  Statement 125
• EITF Issue No. 97-5, A ccounting f o r  the D elayed Receipt o f  
Option Shares upon Exercise under APB Opinion No. 25
• EITF Issue No. 97-1, Im plem entation Issues in A ccounting 
f o r  Lease Transactions, In clu d in g  Those In vo lv in g  Specia l- 
Purpose Entities
• EITF Issue No. 96-23, The Effects o f  F inancial Instruments 
Indexed to, and  Settled in, a Company's Own Stock on Pooling- 
of-interests A ccounting fo r  a Subsequent Business Combination
• EITF Issue No. 96-22, Applicability o f  the Disclosures Required 
by FASB Statement No. 114 When a Loan Is Restructured in a 
Troubled Debt Restructuring into Two (or More) Loans
• EITF Issue No. 96-21, Implem entation Issues in A ccounting 
f o r  Leasing Transactions In volv in g Special-Purpose Entities
• EITF Issue No. 96-20, Im pact o f  FASB Statement No. 125 
on Consolidation o f  Special-Purpose Entities
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• EITF Issue No. 96-19, D ebtor’s A ccounting f o r  a M odifica­
tion or Exchange o f  D ebt Instruments
• EITF Issue No. 96-18, A ccounting f o r  Equity Instruments 
with Variable Terms that Are Issued f o r  Consideration Other 
Than Employee Services under FASB Statement No. 123
• EITF Issue No. 96-16, Investor’s A ccounting f o r  an Investee 
When the Investor Has a M ajority o f  the Voting Interest but 
the M inority Shareholder or Shareholders Have Certain Ap­
p rova l or Veto Rights
• EITF Issue No. 96-14, A ccounting f o r  the Costs Associated 
with M odifying Computer Soft ware f o r  the Year 2000
Appendix D to the EITF Abstracts contains EITF discussions of 
technical matters that have long-term relevance and do not relate 
specifically to a numbered EITF Issue. Readers should be alert to 
the following topics of recent discussion:
• A ppendix D -46 , A ccou n t in g  f o r  L im ited  P a rtn ersh ip  
In vestm en ts
• Appendix D-51, The A pplicability o f  FASB Statem ent No. 
115 to Desecuritizations o f  F inancia l Assets
• Appendix D-52, Im pa ct o f  FASB S tatem en t No. 125 on  
EITF Issues
• Appendix D-54, A ccounting by the Purchaser f o r  a S eller’s 
Guarantee o f  the Adequacy o f  Liabilities f o r  Losses an d  Loss 
Adjustment Expenses o f  an Insurance Enterprise A cquired in a 
Purchase Business Combination
In fo rm a tio n  So u rce s
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services listed 
in the table at the end of this document. Many nongovernment 
and some government publications and services involve a charge 
or membership requirement.
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Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services re­
quire the user to call from the handset of the fax machine; others 
allow the user to call from any phone. Most fax services offer an 
index document, which lists titles and other information describ­
ing available documents.
Many private companies, professional and trade associations, and 
government agencies allow users to read, copy, and exchange in­
formation electronically through the Internet’s World Wide Web.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
This Audit Risk Alert replaces Insurance Industry D evelopments — 
1996/97.
Practitioners should also be aware of the economic, regulatory, 
and professional developments described in Audit Risk Alert — 
1997/98 and Compilation an d  R eview  Alert —  1997/98, which 
may be obtained by calling the AICPA Order Department at 
1 (800) TO -  AICPA or 1 (800) 862-4272.
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